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No. 9111

llnttri States; Circuit Court

of Appeals

FOR THE NINTH CIRCUIT

Iron Fireman Manufacturing Company, a corporation

Appellant

v.

The United States of America

Appellee

Upon Appeal from the United States District

Court for the District of Oregon

BRIEF OF APPELLANT

JURISDICTION

Appellant, plaintiff below, by its petition and com-

plaint brought this action to recover $4186.77 of Fed-

eral tax and interest thereon alleged to have been illeg-

ally assessed and collected by the predecessor of the
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present Collector of Internal Revenue for the District

of Oregon (R. pp. 2-3, 19, 101) under Title VIII (Sec-

tion 800 and Schedule A referred to therein) of the

Revenue Act of 1926 (44 Stat. 99, 101-102) (R. pp.

2-7). Jurisdiction in the Federal District Court was

based on Section 24 (20) of the Judicial Code as

amended (U.S.C.A. 28:41 (20)), which grants juris-

diction to District Courts in suits against the United

States "for the recovery of any internal-revenue tax

alleged to have been erroneously or illegally assessed

or collected ... if the collector of internal revenue by

whom such tax . . . was collected ... is not in office

as collector of internal revenue at the time such suit or

proceeding is commenced."

The judgment of the District Court entered on

December 30, 1938, from which this appeal was taken,

determined that the tax was legally assessed and col-

lected and denied recovery by appellant (R. pp. 108-

109) . Appellant appealed to this Court on January 20,

1939 (R. pp. 109-110).

Jurisdiction in this Court to hear the appeal is in-

voked under Section 128(a) of the Judicial Code as

amended June 20, 1938 (U.S.C.A. 28:225).

STATEMENT OF THE CASE

Appellee, purporting to act in accordance with Sec-

tion 800, Schedule A, of the Revenue Act of 1926 (44
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Stat. 99, 101-102) (R. p. 99), assessed against and

collected from appellant stamp taxes in the amount of

$3970.00, together with interest of $216.77 thereon, a

total of $4186.77, on the asserted transfer of the right

to receive 198,500 shares of appellant's stock (R. pp.

22-23, 104-105).

Section 800 of the Act provides as follows

:

"On and after the expiration of thirty days

after the enactment of this Act there shall be

levied, collected, and paid, for and in respect of

the several bonds, debentures, or certificates of

stock and of indebtedness, and other documents,

instruments, matters, and things mentioned and

described in Schedule A of this title, or for or in

respect of the vellum, parchment, or paper upon
which such instruments, matters, or things, or

any of them, are written or printed, by any per-

son who makes, signs, issues, sells, removes, con-

signs, or ships the same, or for whose use or

benefit the same are made, signed, issued, sold,

removed, consigned, or shipped, the several taxes

specified in such schedule. The taxes imposed by

this section shall, in the case of any article upon

which a corresponding stamp tax is now imposed

by law, be in lieu of such tax." (44 Stat. 99.)

Schedule A, paragraph 3, referred to in Section

800, provides as follows:

"3. Capital stock, sales or transfers: On all

sales, or agreements to sell, or memoranda of

sales or deliveries of, or transfers of legal title to

shares or certificates of stock or of profits or of



interest in property or accumulations in any cor-

poration, or to rights to subscribe for or to re-

ceive such shares or certificates, whether made
upon or shown by the books of the corporation,

or by any assignment in blank, or by any deliv-

ery, or by any paper or agreement or memoran-

dum or other evidence of transfer or sale, whether

entitling the holder in any manner to the benefit

of such stock, interest, or rights, or not, on each

$100 of face value or fraction thereof, 2 cents,

and where such shares are without par or face

value, the tax shall be 2 cents on the transfer or

sale or agreement to sell on each share: . .
." (44

Stat. 101-102.)

The tax in question was imposed at the rate of two

cents per share on 198,500 shares.

There is no fact question in issue. All of the facts

were stipulated (R. pp. 18-100) and the trial court's

findings of fact adopted without any variation all of

the facts as stipulated (R. pp. 100-105). The sole

question on this appeal is whether, under the agreed

facts, the statute quoted above imposes the tax which

was collected.

Appellant is an Oregon corporation (R. pp. 19,

101). On November 15, 1928, and for a period prior

thereto and prior to November 1, 1928, the author-

ized capital stock of appellant consisted of 1500 shares

without par value, and such shares were issued and

outstanding in the names of stockholders as follows:
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T. H. Banfield 736.65

M. E. Parker 743.75

Alice Banfield 9.8

F. S. Hecox 9.8

Total 1500.00

(R. pp. 21, 102-103.)

The four persons named are for convenience referred

to herein as the original stockholders, or merely as

the stockholders.

On November 2, 1928, an agreement was executed

by the original stockholders as parties of the first

part, Blyth, Witter & Co., a corporation, therein re-

ferred to as the Banker, as the party of the second

part, and appellant as party of the third part (R. pp.

19-20, 25-41, 101). By that agreement the stock-

holders promised to cause appellant to increase its

authorized stock to 200,000 shares (Par. (4) (a))

(R. p. 28), to cause appellant to declare a stock divi-

dend of 198,500 shares (Par. (4)(b)) (R. pp. 28-

29), to cause all stock to be deposited with voting trus-

tees (Par. (4)(j)) (R. p. 32), and thereupon to sell

to the Banker voting trust certificates for 150,000

shares (Par. (5)) (R. pp. 33-34). Appellant was a

party to the agreement, but the only acts which by the

terms of the agreement it promised to perform were as

here summarized:
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(a) To cause an audit to be made to show the

results of its operations (Par. (1)) (R. pp. 26-27).

(b) Under certain circumstances, to pay the ex-

pense of an industrial survey which the Banker would

"cause" to be made (Par. (2)) (R. p. 27).

(c) To permit the Banker to have access to its

books and to furnish the Banker with copies of rec-

ords and documents as requested by the Banker (Par.

(12)) (R. pp. 37-38).

(d) To pay certain expenses of the Banker if the

agreement was not carried out, due to no fault on

the part of the Banker (Par. (14)) (R. p. 39).

All of the other promises contained in the agree-

ment of November 2, 1928, were promises by the

stockholders, including promises that they would

"cause" appellant to do certain things, or were prom-

ises by the Banker (R. pp. 25-41).

On November 14, 1928, the original stockholders,

being the holders of all of the issued and outstanding

stock, in a stockholders' meeting adopted a resolution

to increase the authorized capital stock of the com-

pany to 200,000 shares (R. pp. 20, 42-44, 101-102).

On that same day the directors of appellant held a

meeting, the minutes of which contain a recital of

the fact of the authorization by the stockholders for

the increase in capital stock (R. pp. 20, 45-46, 102).
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On November 15, 1928, a voting trust agreement

was executed by the original stockholders, T. H. Ban-

field, F. S. Hecox, M. E. Parker, and Alice Banfield,

on the one part, and the five voting trustees, T. H.

Banfield, Mansel P. Griffiths, E. C. Sammons, T. Henry

Boyd, and W. H. Gray, on the other part (R. pp. 20-

21, 46-78, 102). Despite the fact that the additional

198,500 shares theretofore authorized by the stock-

holders had not been issued, the voting trust agreement

recited that the stockholders were then the owners of

200,000 shares of stock (R. p. 47). By that agreement

they were said to have deposited the entire 200,000

shares with the voting trustees (R. p. 49). The voting

trust agreement provided for the obligations and duties

of the voting trustees as such (R. pp. 46-78) . Appellant

was not a party to the voting trust agreement.

On November 16, 1928, the board of directors of

appellant adopted a resolution reading as follows:

"RESOLVED, that a dividend be and is hereby

declared payable to the stockholders of this cor-

poration of record as of November 20, 1928, pro-

rata per share, said dividend to be payable in

shares of this corporation of its capital stock

without nominal or par value to the number of

198,500 shares, and that the said shares when so

issued are hereby declared to be fully paid and

nonassessable, and that there be transferred on
the books of account of this corporation from
the surplus account to the capital stock account
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the sum of $635,537.36, so that the capital stock

account of this corporation after such transfer

and the issuance of such stock dividend, shall be

the sum of $800,000." (R. pp. 21, 79-80, 103.)

On November 19, 1928, prior to the date when

the stock dividend was to be distributed under the

terms of the resolution of November 16 quoted above,

the four original stockholders transferred their 1500

shares and those shares were thereupon reissued, one

to each of the five named voting trustees, and the

remainder to the voting trustees as a group (R. pp. 21,

103) . Consequently, when that transfer was completed

on November 19, 1928, the stockholders of record

were (a) the voting trustees as a group, to whom

were issued 1495 shares, and (b) the voting trustees

individually, to whom were issued one share each, or

a total of five shares.

On November 20, 1928, in accordance with the

terms of the resolution of November 16, 1928, appel-

lant issued as a stock dividend 198,500 shares to the

voting trustees, who were on that date the stock-

holders of record (R. pp. 22, 103-104).

A tax in the sum of $30.02 was paid on the trans-

fer on November 19, computed at the rate of two cents

per share on 1500 shares. Documentary stamps repre-

senting that amount were affixed to the stock certifi-

cates and duly cancelled (R. pp. 21-22, 103). Appel-
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lant does not question its liability for the tax so paid.

Documentary stamps of the value of $1091.66

were affixed and cancelled on November 20 as a tax

upon the issue of the 198,500 shares, computed at the

rate of one cent per $20.00 of actual value of shares

so issued (R. pp. 22, 104). (See Title VIII, Section

800, Schedule A, Par. 2, 1926 Revenue Act.) Appel-

lant does not question the legality of that tax.

The Commissioner of Internal Revenue assessed

an additional tax of $3970.00 computed at the rate of

two cents per share based on an asserted transfer of

198,500 shares (R. pp. 22, 104). The additional tax,

together with $216.77 of interest thereon, a total of

$4186.77, was paid by appellant to the then Collector

on January 11, 1933 (R. pp. 23, 104-105). Appel-

lant filed a claim for refund, which was rejected by

the Commissioner of Internal Revenue (R. pp. 23, 93-

99, 105). Thereafter appellant brought this suit to

recover the amount paid, $4186.77, together with in-

terest thereon.

The sole question presented on this appeal is one

of law, that is, whether under the provisions of the

Revenue Act quoted above there was a taxable trans-

fer of the 198,500 shares, or of the right to receive

those shares, issued by appellant as a stock dividend

to the voting trustees on November 20, 1928.
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SPECIFICATIONS OF ERROR

1. The District Court erred in concluding as a

matter of law from the facts as stipulated and as found

by the Court that the tax sought to be recovered was

lawfully and legally assessed and collected (R. p. 106)

.

2. The District Court erred in failing to conclude

as a matter of law from the facts as stipulated and as

found by the Court that the tax sought to be recov-

ered was unlawfully and illegally assessed and col-

lected and contrary to the provisions of Title VIII,

Section 800 and Schedule A referred to therein, of the

Revenue Act of 1926.

3. The District Court erred in concluding as a

matter of law that the complaint sets forth no facts

which are sufficient to entitle appellant to recover in

this action (R. p. 106)

.

4. The District Court erred in concluding as a

matter of law that the Commissioner of Interna? Reve-„

nue properly disallowed appellant's claim for refund

(R. p. 106).

5. The District Court erred in refusing to grant

appellant's motion for judgment in its favor made at

the trial and made upon the ground that the plead-

ings, the stipulated facts and the only evidence in the

record supported no other conclusion (R. pp. 17,

115).
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6. The District Court erred in concluding as a

matter of law that under the law and the evidence the

record does not contain any substantial evidence to

support conclusions of law and judgment in favor of

appellant and against appellee (R. p. 106).

7. The District Court erred in concluding as a

matter of law that on the pleadings, stipulation of

facts, and the evidence in this case appellee is entitled

to a judgment dismissing appellant's complaint at ap-

pellant's cost (R. p. 106)

.

8. The District Court erred in concluding as a

matter of law that under and by virtue of contracts

(1) by and between appellant, its shareholders, and

Blyth, Witter & Co., bearing date November 2, 1928,

and (2) between T. H. Banfield, F. S. Hecox, M. E.

Parker and Alice Banfield, as parties of the first part,

and T. H. Banfield, Mansel P. Griffiths, E. C. Sam-

mons, T. Henry Boyd and W. H. Gray, as parties of

the second part, and their successors, as voting trus-

tees, bearing date November 15, 1928, appellant's

shareholders became entitled to receive 198,500

shares of capital stock of appellant company and the

shareholders transferred to such voting trustees their

right to receive 198,500 shares of the capital stock

of appellant company (R. pp. 106-107).

9. The District Court erred in failing to conclude
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as a matter of law from the facts as stipulated and as

found by the Court that appellant is entitled to re-

cover from appellee the taxes and interest thereon

illegally assessed and collected, that is to say, the sum

of $4186.77, together with interest thereon at the

rate of six per cent per annum from and after Janu-

ary 11, 1933, the date of payment of said taxes and

interest by appellant, and appellant's costs and dis-

bursements herein, and in failing to order judgment

for such recovery by appellant from appellee.

SUMMARY OF ARGUMENT

1. Under the pertinent statute (Title VIII, Sec-

tion 800, Schedule A, Revenue Act of 1926), to sup-

port the tax the facts must show a transfer of "legal

title to shares" or a transfer of "rights," enforceable

by action or suit against the corporation, "to receive

such shares."

2. Since appellant was under no contractual obli-

gation to issue the 198,500 shares as a stock dividend,

the declaration by it of a stock dividend created no

right in anyone, enforceable against appellant, to re-

ceive the shares.

3. Article 34 of Regulations No. 71 of the Bureau

of Internal Revenue, denning as a taxable transfer

"the transfer of the right to receive a stock dividend

already declared," does not sustain the tax in question
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because there was no "right" enforceable against

appellant to receive the 198,500 shares.

(a) If the regulations attempt to impose a tax not

imposed by the statute itself they are invalid.

(b) The regulations in question are not invalid

because, properly construed, they do not extend the

statute.

(c) Properly construed, the regulations do not

sustain the tax in the case at bar because there was no

"right" in anyone, enforceable against appellant, "to

receive a stock dividend already declared."

ARGUMENT

All of appellant's specifications of error involve

the same question of law, that is, whether the tax as-

sessed and collected, in the circumstances shown by

the facts as stipulated and as found by the trial court,

was correctly assessed under the pertinent statute.

The disposition of this appeal requires an interpre-

tation of Section 800, being a part of Title VIII, of the

Revenue Act of 1926 (44 Stat. 99, 101-102). Section

800 imposes a stamp tax on certain transactions de-

scribed and at rates prescribed in Schedule A therein

referred to.

Paragraph 3 of Schedule A relates to sales and

transfers of capital stock. It imposes a tax
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"On all sales, or agreements to sell . . . or trans-

fers of legal title to shares or certificates of stock

or of profits or of interest in property or accumu-

lations in any corporation, or to rights to sub-

scribe for or to receive such shares or certificates

. .
." (Italics ours.)

Article 34 of Regulations No. 71 of the Bureau

of Internal Revenue states, with respect to the statute

just quoted, in part as follows:

"Art. 34. Sales or transfers subject to tax.

—

The following are examples of transactions sub-

ject to tax:
* # •*

(h) The transfer of the right to receive a

stock dividend already declared."

The disposition of this appeal must depend upon

the particular facts in this case. In order to sustain the

tax it must be shown that there was a transfer of

"legal title to shares" or a transfer of "rights ... to

receive" shares. In the language of the regulations, it

must appear, in order that the tax may be sustained,

that there was the transfer of a "right to receive a

stock dividend already declared."

This statement of the obvious conclusion that to

sustain the tax there must be a "right" in one person

and a transfer thereof to another is nowhere more

clearly set forth than in the recent decision of this

Court in Corporation of America v. McLaughlin, 100
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F. (2d) 72, decided on November 22, 1938. That

case arose under the same statute and schedule as are

here involved. With respect to several different trans-

actions involved in the single appeal, the Court there

said:

"In each the litigant is entitled to have the facts

stated and the question of taxability determined

by the resolving of the question 'Did the party

alleged to have transferred the right to receive

the stock, upon his payment of the consideration

for their issuance, have from the Corporation a

proposal which gave him the right to compel the

Corporation to issue the shares to him instead of

to the trustees, or for damages if not issued to

him upon his demand?' (Italics the Court's.)

In the case at bar, appellant on November 16,

when only 1500 shares were outstanding, declared a

stock dividend of 198,500 shares distributable to stock-

holders of record on November 20. On November 19

the four original stockholders transferred the 1500

shares to the voting trustees, who thereupon became

the stockholders of record. On November 20, 198,500

shares were issued to the voting trustees as the then

stockholders of record.

The only transfer of any shares was accomplished

by the original stockholders on November 19. When

they endorsed and delivered the certificates for the

1500 shares they had nothing left to transfer. Nothing
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remained to be done by them, and they in fact did

nothing further to divest themselves of every right

they had in appellant's stock. Consequently, we must

determine whether on that date, November 19, the

original stockholders had the legal title to the 198,500

shares later issued, or the right to receive those shares

later issued.

In the language of Corporation of America v. Mc-

Laughlin, supra, did the stockholders, at the time of

their transfer of 1500 shares on November 19, have

"the right to compel the corporation to issue" the

198,500 shares to them or the right "to damages if

not issued" to them upon their demand?

In the absence of some contractual obligation upon

a corporation, the mere declaration by the corporation

of a stock dividend does not create a right in anyone

to receive a distribution of the additional stock.

The declaration by a corporation of a dividend

payable in cash creates a debtor-creditor relationship

between the corporation and a holder of its stock.

This is the rule in Oregon relating to Oregon corpora-

tions (Steel v. Island City Mercantile & Milling Co., 47

Or. 293, 83 Pac. 783), is the rule applied generally by

Federal courts (Chesapeake & Delaware Canal Co. v.

United States. 250 U. S. 123, 39 S. Ct. 407; Bryan v.

Welch. 74 F. (2d) 964; Staats v. Biograph Co., 236
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Fed. 454), and is the rule in other jurisdictions (11

Fletcher Cyc. Corp., Perm. Ed., Sec. 5322, p. 786) . As a

consequence it is held that a corporation, after the dec-

laration of a cash dividend, may not rescind the declara-

tion and thus relieve itself of its obligations as a

debtor. Staats v. Biograph Co., supra; Terry v. Eagle

Lock Co., 47 Conn. 141 ; Benas v. Title Guaranty Trust

Co., 216 Mo. App. 53, 267 S. W. 28; 11 Fletcher Cyc.

Corp., Perm. Ed., Sec. 5323, p. 794.

The rule is different, however, with respect to a

declaration of a stock dividend. The declaration by a

corporation of a dividend distributable in its own

stock does not create a debtor-creditor relationship. It

does not vest in the stockholders any right against the

corporation and the corporation may, at any time

prior to the actual distribution of the dividend, rescind

the resolution declaring it without imposing any obli-

gation whatever on the corporation and without liabil-

ity to its stockholders. Terry v. Eagle Lock Co., supra

;

Staats v. Biograph Co., supra.

The distinction between the rule which denies the

power to rescind the declaration of a cash dividend

and that which recognizes the power to rescind the

declaration of a stock dividend rests upon a funda-

mental difference in the nature of the two types of

dividend. A cash dividend, when paid, distributes a

part of the assets of the corporation with the conse-
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quence that the corporation has less assets and indi-

vidual stockholders have greater assets in their indi-

vidual rights. The declaration of a cash dividend, in

effect, sets aside for the stockholders a part of the cor-

porate assets, and the corporation then has no power

to deprive the stockholders of their right to those assets

without their consent. On the other hand, the distribu-

tion of a stock dividend does not affect the assets of

the corporation or the relative interests of the stock-

holders in those assets. No assets are thereby set aside

for stockholders and a rescission of the resolution

takes nothing from the stockholders.

Consequently, in the case at bar, appellant retained

the power up to the minute that distribution of the

198,500 shares by way of stock dividend was made

on November 20, 1928, to rescind the resolution of

November 16 declaring the dividend. Since the orig-

inal stockholders had no right on November 19 to

compel the corporation to issue an additional 198,500

shares then or at any other time, they had no legal

title to the shares and no right to receive them. If

appellant had rescinded the resolution of November

16, the original stockholders would have had no cause

of action against appellant for damages for refusal to

issue 198,500 shares to them upon their demand. It

follows that the acts of the original stockholders of
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transferring 1500 shares on November 19 did not

constitute a transfer of the right to receive an addi-

tional 198,500 shares.

Since that transfer on November 19 was the only

transfer made, it follows, we submit, that the Commis-

sioner erred in assessing the additional tax based on an

asserted transfer of 198,500 shares, or on the right

to receive shares of that number, and that the District

Court erred in failing to conclude that the tax as-

sessed on that asserted transfer was erroneously and

illegally assessed and collected.

We pass to a discussion of the effect on this case of

Article 34 of Regulations No. 71 of the Bureau of

Internal Revenue, quoted above, which states as an

example of a transfer subject to tax "the transfer of

the right to receive a stock dividend already declared."

In construing a Federal revenue statute, the courts

defer strongly to practical or administrative construc-

tion by the Treasury Department. Lucas v. Kansas

City Structural Steel Co., 281 U. S. 264, 50 S. Ct.

263; Brewster v. Gage, 280 U. S. 327, 50 S. Ct. 115.

But the Commissioner of Internal Revenue cannot,

under the guise of construction, extend the scope of

the statute. Morrill v. Jones, 106 U. S. 466, 1 S. Ct.

423; International Railway Co. v. Davidson, 257 U. S.

506, 42 S. Ct. 179; Ramsey v. Commissioner of In-
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ternal Revenue, 66 F. (2d) 316; United States v.

Maryland Casualty Co., 49 F. (2d) 556; Ardsley Club

v. Durey, 40 F. (2d) 293 ; Missouri Pacific Railway

Co. v. Hellmich, 12 F. (2d) 978.

In the present case, if the statute itself is not broad

enough to sustain the tax, no regulation can make

valid the attempt to impose a tax. If there were here

no "rights to receive stock" which were transferred,

the regulation cannot impose a tax.

We submit that the regulation, correctly con-

strued, does not extend the statute. The statute

reaches transfers of "rights to receive" stock generally,

and the regulation is merely more specific to define as

taxable a transfer of a "right to receive" stock in a

particular manner, that is, as a stock dividend. Both

the statute and the regulation require (1) the exist-

ence of a right to receive stock, and (2) the transfer

of that right.

It is essential under both the statute and the regu-

lation that the right exist to receive stock. In the case

at bar, since there was no right to receive the 198,500

shares prior to their issuance on November 20, and, in

the nature of things, no transfer of any such right, the

statute, as interpreted by the regulations, did not im-

pose the tax which appellant now seeks to recover.

It may be suggested that under the argument
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which we make, since a corporation is free to rescind

a declaration of a stock dividend prior to the actual

distribution thereof, there can never be a "right to

receive a stock dividend already declared," with the

consequence that the regulation is a nullity; and it

may be argued that an interpretation which leaves

the regulation meaningless is necessarily erroneous.

In the first place, if the interpretation which we

give to the regulation leaves it meaningless, that fact

is no justification for the imposition of a tax if the

statute itself does not impose a tax. We suggest, how-

ever, that there may be situations with circumstances

different from those in the case at bar where the

statute, as interpreted by the regulation, would im-

pose a tax upon the transfer of the "right to receive a

stock dividend already declared."

In the early pages of this argument, in stating the

rule that the declaration by a corporation of a stock

dividend does not create a right in the stockholder to

demand distribution of the additional stock, we ex-

pressly qualified the statement by saying that that was

the rule "in the absence of some contractual obliga-

tion upon the corporation."

If a corporation should declare a stock dividend

distributable to its then present stockholders and

should thereupon bind itself by contract with the
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stockholders to distribute that stock on a stated future

date and to refrain from taking any action to rescind

that declaration of a stock dividend, the stockholders

would then have a promise by the corporation which

could be enforced. Again, in the language of Corpora-

tion of America v. McLaughlin, supra, the stockhold-

ers would, by virtue of that contract, have "the right

to compel the corporation to issue" the shares by way

of stock dividend, or the right "to damages if not

issued" if the corporation should breach its contract.

In that situation, if the corporation were obligated by

contract, the stockholders would have a contractual

"right to receive a stock dividend already declared,"

and if a particular stockholder transferred that right

to another, the transfer would be taxable under the

statute and under the specific language of Article 34

of the Regulations.

But in the case at bar there was no contractual

obligation resting upon appellant to issue the 198,500

shares, as there was in the supposititious case just

discussed.

The only instrument executed by appellant relat-

ing to this transaction was the agreement of November

2, 1928, executed by the four original stockholders, by

the Banker, and by appellant. By that agreement the

appellant promised to do four things, (a) to cause an
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audit to be made of its operations, (b) to pay the ex-

pense of an industrial survey, (c) to permit the

Banker to have access to its books, and (d) to pay

certain expenses of the Banker if the agreement were

not carried out, due to no fault on the part of the

Banker. Every other promise in that instrument was

made either by the stockholders or by the Banker.

The stockholders promised to cause appellant to do

certain things, and, if those promises were fulfilled,

the Banker would obtain everything which it could

have obtained had appellant itself promised to do

those things, but the fact remains that appellant did

not promise to do anything other than the four acts

enumerated above.

The Banker was satisfied to accept the promise of

the stockholders to cause appellant to do certain things

because the stockholders were the holders of all the

outstanding stock of appellant, and so long as they

remained the sole stockholders they were in a position

to do what they promised to do, that is, to cause the

corporation to do certain things.

The Oregon statute permits an increase in the au-

thorized stock of an Oregon corporation only by ac-

tion of "the majority of the stock of any such cor-

poration" (Section 25-223, Oregon Code 1930). If in

the interval between November 2 and November 14,
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1928 (the date upon which the stockholders acted to

increase appellant's capital stock from 1500 to 200,000

shares (R. pp. 20, 42-44, 101-102)), Parker and

Hecox, who together owned 753.55 shares of the total

of 1500 shares (R. pp. 21, 102-103), had sold their

stock to some stranger to the transaction, that pur-

chaser could have defeated the whole plan by refusing

to vote in favor of the increase in stock. If the in-

crease in stock had not been authorized by the stock-

holders, appellant then would have had no power to

declare the stock dividend and the 198,500 shares

would never have been issued. Under those assumed

facts, the four stockholders who had promised the

Banker that they would cause the corporation to issue

the 198,500 shares would have been liable to the

Banker for breach of contract, but appellant itself

would have been guilty of no breach of contract and

would not have been liable in any way to any of the

stockholders or to the Banker, except to pay the ex-

penses of an industrial survey under paragraph (2),

and to reimburse the Banker for the expenses under

paragraph (14) of the November 2, 1928, agreement

(R. pp. 27, 39).

The lower court concluded as a matter of law that

by the agreement of November 2, 1928, appellant's

"shareholders became entitled to receive 198,500

shares of capital stock" of appellant (R. pp. 106-107).



25

An analysis of that agreement and of the very limited

promises made therein by appellant demonstrates, we

believe, that appellant did not thereby obligate itself

to issue the stock and that the stockholders did not

thereby acquire any rights to receive the stock. The

court's conclusion to the contrary is, we submit,

erroneous.

The voting trust agreement, dated November 15,

1928, imposed no contractual obligation upon appel-

lant to issue the 198,500 shares and did not create in

anyone the right to receive those shares. Appellant

was not a party to the voting trust agreement. It was

an agreement between the four original stockholders

as parties of the first part and the five named voting

trustees as parties of the second part (R. pp. 46-47),

and in the nature of things could not create any obli-

gation binding upon appellant, which was not a party

thereto.

The voting trust agreement recites, in paragraph

(a) of the recitals, that the four original stockholders

"are the owners of the entire authorized and issued

common capital stock of Iron Fireman Manufactur-

ing Company, consisting of two hundred thousand

(200,000) shares without nominal or par value . .
."

(R. p. 47). That recital by the stockholders of a fact

demonstrably erroneous could not, of course, create in
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them any legal title in or rights to receive the 198,500

shares which they did not own.

We say the fact stated is demonstrably erroneous.

On November 15, when the voting trust agreement

was executed, the stockholders had acted in a meeting

on November 14 to authorize the increase in capital

stock (R. pp. 20, 42-44, 102), but the corporation

had not yet adopted the resolution declaring the stock

dividend and the 198,500 shares had not been issued.

The stock dividend was declared the following day,

November 16 (R. pp. 21, 79-80, 103), and the shares

were not issued until November 20, when they were

issued to the voting trustees (R. pp. 22, 103-104).

Not until November 20 did the authorized and issued

stock of appellant consist of 200,000 shares, and the

statement by the stockholders that that condition ex-

isted on November 15, when they executed the voting

trust agreement, is, as we have said, demonstrably

false.

Again, the lower court concluded as a matter of

law that by the voting trust agreement of November

15, 1928, appellant's "shareholders became entitled to

receive 198,500 shares of capital stock" of appellant

(R. pp. 106-107). Again, an analysis of the agree-

ment, bearing in mind particularly that appellant was

not a party to the voting trust agreement, demonstrates

that appellant did not, by that agreement, become
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obligated to issue the stock and that the stockholders

did not and could not thereby acquire any rights to

receive the stock. Again, we submit, the court's con-

clusion to the contrary is erroneous.

It follows that prior to November 20 and the actual

issuance of the 198,500 shares to the voting trustees,

who were the then stockholders of record of appel-

lant, there was no legal title to those shares or to any

right to receive those shares vested in any person.

Consequently there was no transfer of the 198,500

shares or of the right to receive those shares, and par-

ticularly there was no transfer of the right to receive

them as a stock dividend already declared.

The two leading cases construing the statute here

involved are Raybestos-Manhattan, Inc., v. United

States, 296 U. S. 60, 56 S. Ct. 63, and Founders Gen-

eral Corp. v. Hoey, 300 U. S. 268, 57 S. Ct. 457. Both

are analyzed by this Court in Corporation of America

v. McLaughlin, supra.

In the Raybestos case, the Court determined that

by contract the corporation, for consideration consist-

ing of property to be conveyed to it, obligated itself

to issue stock. The Court said

:

"The consolidation agreement thus imposed the

duty on petitioner to issue the new shares upon
receipt of the property, and at the same time

made disposition to the stockholders of the two
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corporations of the correlative right to receive the

stock." (Italics ours.)

The Court thus found the existence of a "duty"

running to those who had paid the consideration there-

for and resting upon the corporation, and the "cor-

relative right" in those furnishing the consideration.

Since the stock was issued to persons other than those

having that correlative right, there was a taxable

transfer.

In the case at bar there was no such duty. Appel-

lant made no promise to issue the stock and no con-

sideration moved to appellant for the 198,500 shares.

It had taken no action which it was not free to rescind

without liability to anyone. Consequently there was

no correlative right which could have been trans-

ferred.

In commenting on the Raybestos case, this Court,

in Corporation of America v. McLaughlin, supra,

said:

"It is equally obvious that if the payment of

the consideration were by a stranger to the issu-

ing corporation and was not intended to and did

not create in the payor the right to receive any

of its stock, he had no such right to transfer."

It is even more obvious that when no considera-

tion is paid to a corporation for the issue of its shares,

a stockholder who has no right to compel the corpora-
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tion to issue the shares—who has nothing more than a

hope or expectation which may be destroyed by the

corporation without liability to anyone—has no right

to receive shares and has nothing which can be the

subject of a transfer subject to tax.

The decision in Founders General Corp. v. Hoey,

supra, disposed of three suits, each of which involved

an alleged illegal assessment and collection of stamp

taxes. In the first paragraph of the opinion the Court,

speaking through Mr. Justice Brandeis, stated as

follows

:

"These three cases present, in the main, the

same question: When, at the instance of one

entitled to receive stock, the certificates therefor

are, at his request and for his convenience, issued

by the corporation in the name of a nominee who
receives no beneficial interest therein, does the

transaction involve a transfer by the beneficial

owner requiring a documentary stamp pursuant

to section 800, Schedule A(3) of the Revenue
Act of 1926. February 26, 1926, c. 27, Title 8,

44 Stat. 99, 101?" (Italics ours.)

In the Founders General case, that corporation

subscribed for shares of the common stock of United

States Electric Power Corporation. After making the

subscription agreement and before delivery of the

shares, Founders Corporation directed the Power Cor-

poration to issue the shares in the name of the nomi-

nee of Founders Corporation. The nominee had no
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beneficial interest in the shares. In the A. B. Leach &
Co., Inc., case, disposed of in the same decision, the

Leach Company subscribed for stock in five corpora-

tions and directed that the stock be issued in the name

of a Leach employee who had no beneficial interest in

the stock. In the Automatic Washer Company case,

likewise disposed of by the same decision, all of the

stockholders of an old company appointed two indi-

viduals as their attorneys in fact to receive stock of a

new company to which those stockholders were en-

titled and to sell some of the stock of the new company

to bankers. The two individuals had no beneficial

interest in the stock of the new company issued to

them except as one of them was himself a stockholder

of the old company.

The statement by Mr. Justice Brandeis of the point

involved in all three cases assumes the existence in

each case of a right to receive stock and, indeed, there

can be no question, under the facts, that in each case

there was a risht to receive stock. In the Founders

General case and the Leach case the rights were con-

tractual rights created by subscriptions for corporate

stock under which the subscribers paid consideration

for the stock. In the Automatic Washer case the stock-

holders of the old company furnished the considera-

tion moving to the new company for the stock of the



31

new company which was issued to the nominees of the

old stockholders.

In each of the three cases there was present an ele-

ment to sustain the tax which is lacking in this case. In

each there was the right to receive the stock created

by the payment of consideration and the contractual

obligation resting upon the corporation to issue the

stock. In each of the three cases the stock was in fact

issued to one other than the person or corporation

who had the right to receive it and there was, conse-

quently, a taxable transfer of the right to receive the

stock. Finding in each case a right to receive the

stock and a transfer by the person having that right,

the Court held that the transaction was taxable within

the statute and that the fact that the transferee ac-

quired no beneficial interest in the stock was imma-

terial because the statute contained no exception to

exempt such transfers from the tax.

The Founders General case does not sustain the

tax in this case because the facts are that no considera-

tion was paid to appellant for the issuance of the

198,500 shares and there was no contractual obligation

resting upon appellant to issue the shares and there

was no existing right in anyone to receive the shares

;

and, in the nature of things, there was no transfer of

any right to receive the shares.
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We respectfully submit that the tax in question was

illegally assessed and collected, that appellant is en-

titled to judgment as prayed for in its complaint, and

that the judgment of the District Court in this case,

which reaches the opposite conclusion, is erroneous

and should be reversed.

Charles E. McCulloch
Fletcher Rockwood

Attorneys for Appellant
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